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Corporate Profile 


Watkins-Johnson Company is a leading manufacturer 
of defense electronic systems, electron devices and related 
equipment. Since its founding in 1957, the Company has been 
dedicated to developing and delivering superior radio-frequency 
components and systems for a broad range of military, 
commercial and space applications. 

The foundation of its technological strength in 
devices is its internal capability for the development of advanced 
semiconductor products, including the most advanced monolithic 
microwave integrated circuits. W-J’s strength on the systems side 
is its diverse selection of high-performance equipment that can be 
flexibly configured into countless turnkey systems for the most 
sophisticated surveillance, reconnaissance and direction-finding 
requirements. Equipment for electronics production and 
automatic testing completes the Company’s product mix. 

The photographs in this annual report symbolize the 
Company’s strengths in monolithic integrated circuit technology 
and major system configuration as they apply to the business 
areas in which Watkins-Johnson competes. 
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Standing: 

Dr. W. Keith Kennedy, Jr., 

President and Chief Executive Officer . 
Seated, left: 

Keith D. Gilbert, 

Vice President, Devices Group; 
right: 

Dr. William E. Kunz, 

Vice President, Systems Group . 


The spirit of entrepreneurship that led Dean Watkins and 
Dick Johnson to found and nurture Watkins-Johnson Company during 
the past thirty years is very much alive. Their continuing, active 
involvement as chairman and vice chairman will provide valuable 
perspective and priceless experience to the decisions we face in the future. 
The Company’s new generation of leadership has benefited from their 
tutelage and is keenly challenged by the opportunities that lie ahead. 

Management’s continuing charter is to keep Watkins^ 
Johnson Company moving forward as a key supplier of essential 
electronics technology to the United States and its allies, and to make the 
Company attractive in the long term for its shareowners. We intend to 
devote our full energy to accomplishing these goals and will take the 
actions necessary to fulfill them. I have confidence in the strength of our 
management team and the abilities of our employees, and assure you that 
our common aim is to make W-J the most competitive, successful 
Company in our business. 


M 





President and Chief Executive Officer 









To Our Shareowners 


The Company is doing an 
excellent job of maintaining its 
position on the leading edge of 
defense electronics technology. 
Demonstrated innovation in the 
development of advanced 
gallium-arsenide (GaAs) semi¬ 
conductor products led to W-J’s 
selection to team with ITT 
Defense Technology Corporation 
in the Department of Defense’s 
Microwave/ Millimeter Wave 
Monolithic Integrated Circuits 
(MIMIC) program. The MIMIC 
program is intended to produce 
the miniature integrated 
circuitry needed to control the 
country’s next generation of 
weapon systems. 

Watkins-Johnson semi¬ 
conductor and component 
products are being combined 
into integrated assemblies for 
demanding electronic warfare 
and signal-processing functions. 

Systems Group business is 
expanding vertically into systems 
specializing in high-performance 
collection and analysis with a 
sophisticated direction-finding 
capability. Equipment product 
lines are concentrating on mini¬ 
aturization by incorporating the 
latest hybrid and surface-mount 
technologies. These technologies, 
as they are introduced to 
standard product lines over the 
next few years, will allow 
increased capability per unit 
volume, especially in those 
tactical and strategic applications 
where platform space is limited. 



Dr. Dean A. Watkins 

Chairman 


Sales for 1987 were 
$264,251,000, up 3 percent from th< 
$255,382,000 in 1986. Net income 
was $17,116,000, or $2.05 per share 
which included a charge of $675,00C 
or 8 cents per share, resulting from 
the Company’s early adoption of 
Statement of Financial Accounting 
Standards No. 96, "Accounting for 
Income Taxes.” Excluding this 
un i ilafij vt of. fh ft in fin ^ 

change, net income was $ 17,791,00C 
or $2.13 per share, compared to 
$17,241,000, or $1.97 per share, on< 
year ago. Management is not satisfy 
with the Company’s 1987 profit 
performance and has instituted 
measures to cut costs and improve 
profits in 1988. 

The firm order backlog 


Some highlights of 1987 were: 

1987: 362 new products were created through the Company’s investment of $16,947,000, or 6 percent 

of sales, and as the result of research and development efforts funded by customers. The following 
sections discuss product innovations in the Company’s six principal areas of business. 

1987: Watkins-Johnson engineers and members of the technical staff published 35 technical articles in 
leading scientific, trade and defense publications. 

1987: Foreign sales amounted to 19 percent of total sales. In 1986, foreign sales were 14 percent of 
total sales. 

1987: The board of directors authorized the repurchase of 500,000 shares of Watkins-Johnson stock. 
The Company repurchased 13,100 shares of its common stock during the year. 

1987: Our fifty-third through fifty-fifth consecutive cash dividends were paid in the amount of ten 
cents each. The fifty-sixth quarterly dividend, also in the amount of ten cents per share, was paid on 
January 4, 1988 to enable shareowners to take advantage of more favorable tax treatment in the new year. 

1987: Watkins-Johnson’s plant in Wake County, North Carolina commenced delivery of complete end- 
item receivers and demodulators, successfully expanding the production capacity of our 
eastern plants. 

1987: In February, Marcus H. Cohen was appointed manager of the Components Division, replacing 
Vice President Paul Y. Lin, who became manager of the Subsystems Division. 











on December 31, 1987 was 
$271,822,000, up 11 percent from 
the 1986 year-ending backlog of 
$244,312,000. The portion of the 
current backlog shippable within 
one year is 75 percent, compared to 
81 percent so shippable of the year- 
earlier figure. Strong orders activity 
at year-end accounted for the 
record backlog. 

Shareowners’ equity 
on December 31, 1987 was 
$116,470,000, up 14 percent from 
the previous year’s $102,557,000. 
Shareowners’ equity per share on 
December 31, 1987 was $13.92, 
compared to $12.30 on December 
31, 1986. Working capital was 
$75,625,000, up 6 percent from the 
1986 year-end total of $71,471,000. 



1987: Controller Carl L. Avelar was elected a vice president of the Company by the board of 
directors in April. 

1987: The Company announced on June 5 that it completed its acquisition of the Santa Barbara 
Microwave Center from Honeywell, Incorporated. Watkins-Johnson paid approximately $2 million for 
the manufacturer of millimeter-wave mixers and oscillators. Santa Barbara-manufactured components 
complement existing products by offering performance at frequencies far higher than previously 
available from W-J. 

1987: At its August meeting, the board of directors named Dr. W. Keith Kennedy, Jr., president and 
chief executive officer of the firm, effective December 31, 1987. Dr. Kennedy replaced Dr. H. Richard 
Johnson, who became vice chairman of the board. 

1987: The board of directors noted in August the resignation of Nathan C. Finch as a director and 
adopted a resolution appointing him director emeritus. Dr. Kennedy was elected to the board to fill 
the vacancy created by Mr. Finch’s resignation. 

1987: In September, the Company agreed with Seagate Technology to terminate its lease of the plant in 
Watsonville, California. Manufacturing floorspace at W-J’s Scotts Valley plant is expected to be adequate 
for the next two years and opportunities for expansion in the area are plentiful. The Company will save 
approximately $1 million a year by relinquishing the Watsonville plant. 


As part of its effort to 
reduce costs and enhance organi¬ 
zational efficiency, the Company 
by year-end consolidated opera¬ 
tions at its San Jose plant, com¬ 
bining three operating units into 
two. Similar streamlining took 
place early in the first quarter of 
1988 at Gaithersburg, Maryland. 
New plant-level sales organiza¬ 
tions were established at both 
locations to maximize sales staff 
effectiveness. 

While noting the 
increased competitiveness of the 
military electronics market, our 
improved backlog, coupled with 
the Company’s impressive 
technical strides, makes us 
optimistic that improved 
margins and orders growth in 
the current year will occur. 



Vice Chairman 
February 11, 1988 
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Tactical Products 

With an apparent lessening of global nuclear tensions, 
America’s ability to successfully execute limited or theater military 
operations becomes more critical At any moment, U.S. and allied 
tactical forces may have to react to nonnuclear aggression in any part 
of the world, and under the most disadvantageous conditions. 
Friendly land, sea and air units rely on their technological superiority 
to achieve success against potential antagonists with a numerical 
advantage. Watkins-Johnson products for electronic warfare and 
command, control and communications intelligence give soldiers, 
sailors and airmen of the free world the technological edge in tactical 
conflicts. 

The Company has long enjoyed recognition as a premier 
supplier of radio receiving and direction-finding equipment for 
surveillance and reconnaissance operations. Late in 1987, the U.S. 
Army Forces Command at Fort McPherson, Georgia ordered 
Watkins-Johnson AN/PRD-11 mantransportable radio direction^ 
finding systems and other electronic components with a contract, 
including options, valued at approximately $9.9 million. Work on 
this contract will be conducted at W-J’s Maryland plants. 

Western countries spend billions of dollars annually on 
command, control and communications systems designed to ensure 
the execution of our war plans against the enemy’s best electronic 
warfare efforts. To make certain that the operators of this 
sophisticated equipment will be effective under combat conditions, 
the U.S. Navy Fleet Electronic Warfare Support Group (FEWSG) 
flies a fleet of aircraft capable of simulating the broad range of 
electronic threats facing U.S. forces today. Under a $6.1 million 
contract with the Naval Avionics Center, W-J’s San Jose plant will 
supply high-power jamming antennas to FEWSG. 

Defensive electronic support measures (ESM) and elec- 
tronic countermeasures (ECM) components and subsystems have 
represented a significant percentage of Company business for decades. 
During 1987, W-J captured orders for elements of the SLQ-32 
Shipboard ESM/ECM System, currently deployed aboard 20 classes 
of U.S. ships; the APR-38 Radar Homing and Warning Receiver of 
the F-4G Wild Weasel; the F-15’s ALQ-135U Internal Counter- 
measures Set; the ALQ-126B Defensive ECM System employed by a 
broad range of Navy and Marine Corps aircraft; and the ALQ-162 
Continuous-wave Jammer for aircraft of the Army and Navy. 


Strategic Systems 

In its 1987 annual assessment of Soviet military 
power, the U.S. Department of Defense stated the following: "For 
the foreseeable future, we must maintain a modern and credible 
deterrent — a requirement that mandates not only adequate 
forces and effective plans for their use, but also effective 
command, control, communications and intelligence. . .” 

Strategic intelligence takes on an increasingly 
important role as national priorities shift to achieving arms 
limitation treaties. Technical means are needed to monitor a 
potential adversary’s weapons production base and his deployed 
forces to verify compliance with such agreements. Of course, 
continuous surveillance of nonallied areas of operations is 
essential to maintaining a current order-of-battle scenario and 
assessment of the threat. 

Watkins-Johnson Company is an established leader 
in the production of receivers, receiving systems and accessory 
equipment for strategic communications surveillance, analysis and 
direction finding across the radio-frequency spectrum from 5 kHz 
to 26 GHz. An extensive selection of modular receivers and 
peripheral components enables a user to configure a surveillance 
system to his specific collection and analysis requirements. 

Apart from its key role in U.S. programs, one of 
W-J’s most significant accomplishments in strategic systems 
during 1987 was the winning of a contract from the Royal 
Australian Navy, via Rockwell International, for an $8.1 million 
project to supply submicrowave receiving and analysis systems 
for their new submarine program. The Company’s strategic 
reconnaissance systems attract exceptional international interest 
because of the wide range of functions they perform over 
unusually broad band widths. 

W-J also contributes to the effectiveness of the U.S. 
strategic triad. During 1987, the Company was congratulated by 
Lockheed Missiles and Space Company for "its role in the recent 
successful flight of (Lockheed’s) first Trident II test vehicle.” W-J 
equipment performs avionics testing of the missile prior to 
launch. In the Country’s strategic air arm, Watkins-Johnson 
components and subsystems are fundamental to the performance 
of the defensive avionics system aboard SAC’s newest operational 
strategic bomber — the B-1B. 



From miniature monolithic microwave integrated 
circuits to major turnkey systems , 
W-J products give an edge to US, 
and allied defense forces on 
land , at sea and in the air, 
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Missile Components 

The importance of guided missiles in the mix of 
weaponry available to today’s tactical force commander is 
punctuated by the fact that no major missile program was cut 
from the $279 billion Fiscal 1988 Defense Department 
Appropriation ultimately voted by Congress and approved by the 
President at the end of 1987. While some missile programs, most 
notably AMRAAM, the Advanced Medium-Range Air-to-Air 
Missile, were reduced in scope, their value to U.S. and allied 
military forces assured their continued funding under difficult 
budgetary conditions. 

Air-to-air missile contracts represented the two 
largest program awards for the Company’s Devices Group during 
1987. Orders totaling more than $37 million were received from 
Hughes Aircraft Company, Raytheon and General Dynamics for 
components and subsystems to perform guidance and signal¬ 
processing functions aboard Sparrow and AMRAAM missiles. 

The AMRAAM has been performing admirably in 
tests at the White Sands Missile Range in New Mexico, the 
Navy’s Pacific Missile Test Center at Point Mugu, California, and 
Eglin Air Force Base, Florida. As of the end of Decembet 1987, 
AMR A AMs scored 43 successes out of 51 valid firings, for a 
success rate to date of 84 percent. 

i When AMRAAM achieves initial operational 
capability, scheduled for Fiscal Year 1989, it will gradually replace 
the Sparrow as the principal radar-guided air-to-air missile 
deployed by the U.S. Air Force and Navy. Meanwhile, W-J 
continues to supply electronic subassemblies for the latest version 
of the Sparrow, the AIM-7M. 

Watkins-Johnson was selected during 1987 as a 
supplier of YIG-tuned oscillators for the Sidearm missile 
program. The Sidearm is an air-to-ground derivative of the Navy- 
developed Sidewinder missile. It is intended to respond to the 
need to provide all attack aircraft with a lethal countermeasure to 
short-range, radar-controlled threats. Because of its extensive 
commonality with the Sidewinder, the Sidearm is a cost-effective, 
versatile air-to-surface weapon that can be used by most fixed- 
and rotary-wing attack aircraft. Officers at the Naval Weapons 
Center are optimistic that the Sidearm will become a primary 
weapon in the arsenal of tactical air warfare. 


Space Communication 

Watkins-Johnson’s commitment to excellence in the 
U.S. space program is nowhere more apparent than its contri¬ 
bution to the Pioneer 10 and 11 deep-space missions. The two 
spacecraft, racing in opposite directions billions of miles from the 
Sun, have provided over the past five years what NASA calls 
*''indirect but significant” evidence that a tenth planet exists. The 
Pioneers are expected to continue for several more years as the 
primary tools in the search for *''Planet X.” 

Much of the success of the Pioneer missions can be 
attributed to their Watkins-Johnson traveling-wave-tube amplifiers 
(TWTAs) that transmit collected scientific data to Earth. Designed 
and built to provide 27,000 hours of service, the amplifiers logged 
more than 133,000 hours aboard Pioneer 10 and 123,000 hours 
aboard Pioneer 11 by 1987, far exceeding expectations. 

Pioneer 10 was launched in 1972 with an expected 
lifetime of 21 months. Eleven years later, it crossed the orbit of 
Neptune and is now near the outermost track of Pluto. Pioneer 
11, launched in 1973, currently continues its mission beyond the 
orbit of Uranus. Both spacecraft are healthy and doing well — 
their amplifiers continuing to enhance the Watkins-Johnson 
reputation for high reliability and quality performance. 

Among the current programs being supported by W-J 
space amplifiers is the Advanced Communications Technology 
Satellite (ACTS) system. ACTS was begun in 1979 in an attempt to 
cope with increasing foreign competition in the international 
satellite-communications market. The satellite’s dual-output-power 
downlink traveling-wave tube is the latest development in a long 
line of W-J space tubes that trace their origin to units produced for 
defense communications satellites of the mid-1970s. NASA expects 
to deploy ACTS from the space shuttle, then boost it into 
geosynchronous orbit atop its transfer orbital stage late in 1990. 

New space amplifier business during 1987 includes a 
$5.4 million contract from Marconi Space Systems, Portsmouth, 
England, under which Watkins-Johnson will produce TWTAs for 
NATO’s satellite communication systems. Under a new $2 million 
contract from G.E. Astro Space Division, W-J will provide 
TWTAs for the Mars Observer spacecraft, scheduled to be 
launched into Mars orbit in the early 1990s. 



Quality W-J components and subsystems feature 
the long life and high reliability 
needed for grueling missions aboard 
deep-space exploration vehicles and 
modem, high-performance missiles . 




Automatic Test Equipment 

In 1970, Watkins-Johnson Company began the 
development of its first Automatic Dynamic Assembly Test 
Equipment (AD ATE) system. That first AD ATE digital assembly 
tester evolved during the intervening years into a broad family of 
test systems for use in factories, depots, intermediate-level test 
and maintenance facilities, and in the field. AD ATE systems offer 
multiuse, multitasking operation and are currently supporting a 
wide variety of military and commercial organizations around 
the world. 

Ambitious new product development during 1987 
accounted for the introduction of several new products that 
significantly enhance the technological superiority of W-J’s 
AD ATE line. 

The U.S. Air Force’s continuing reliance on its 
1950s-vintage B-52 bomber as a key element of the nation’s 
strategic triad, necessitates frequent, major upgrades of the 
aircraft’s electronic systems to maintain minimally acceptable 
penetration and survival capabilities. The AN/ALQ-117 Noise 
Deception Jammer was designed to protect the B-52 from radar- 
directed missiles and gunfire. An update of that system, the 
AN/ALQ-172 is designed to improve the low-level penetration 
capability of the heavy bomber. The necessity of ensuring the 
unfailing performance of these systems is clear. To allow the Air 
Force to provide effective depot-level support of the ALQ-117 
and ALQ-172 systems, W-J developed and delivered the AD ATE 
1580 Automatic Countermeasures Test System. 

Another military system, nomenclatured the 
AN/FSM-52(V)4, is a radio-frequency/microwave test system 
developed as intermediate support equipment for submarine- 
based electronic support measures systems. 

Important new orders were booked during 1987 for 
WJ-1235 electromagnetic compatibility (EMC) test systems. These 
systems are used for high-power radiation testing of medium- to 
large-scale objects, such as automobiles, to determine equipment 
vulnerability to externally applied energy. 


Commercial Products 

After a prolonged period of weakness, semiconductor 
sales improved markedly during 1987. For the first time in four 
years, new orders for chips exceeded actual shipments for the 
entire calendar year. Overall, worldwide chip sales grew more 
than 24 percent to approximately $36.6 billion. This renewed 
vigor in the semiconductor industry had a positive impact on 
orders for Watkins-Johnson commercial heat-processing 
equipment. 

The Company’s principal commercial product area 
is its line of controlled-atmosphere conveyorized furnaces and 
related automated substrate handlers for the semiconductor, 
display, hybrid, microelectronics and packaging markets. An 
influx of orders totaling more than $20 million by year-end has 
prompted aggressive hiring to satisfy demanding production 
requirements. 

W-J’s new atmospheric-pressure chemical-vapor- 
deposition systems, introduced in 1986, were widely accepted by 
semiconductor manufacturers throughout the world during 1987. 
Systems for borophosphosilicate glass (BPSG) process 
applications were particularly in demand. The systems are 
computer controlled and are outfitted with two 4-axis robots, 
designed by W-J, which are capable of handling wafers ranging in 
size from 4 to 8 inches. Customers placed many multimillion- 
dollar orders for these products in 1987. 

The Company introduced in 1987 a new series of 
surface-mount solder-reflow furnaces, designated the SMD series. 
These furnaces combine the latest in muffleless heated-chamber 
design and medium-to-long-wave infrared ceramic emitter panels 
to meet the demanding needs of the solder-reflow industry. The 
medium-to-long-wave infrared thermal source allows selective 
heating of actual device solder points, while reducing the wide 
range of temperature gradients associated with the more color- 
sensitive heating techniques characteristic of near-infrared-based 
systems. The muffleless heated chamber affords rapid thermal 
ramping and a highly responsive multiprofile processing 
capability, allowing process flexibility as well as cost-effective 
operation for both laboratory and production operations. 
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W-J heat-processing and automatic test equipment 
products incorporate innovative f 
user-oriented features that set them 
apart from the competition and earn 
them increasing acceptance among 
OEM and government customers. 

























Selected Financial Data 


(Dollars in thousands, except per share amounts) 

1987 

1986 

1985 

1984 

1983 

Operating Results 

Sales 

$264,251 

$255,382 

$232,587 

$210,510 

$186,034 

Net Income 

17,116« 

17,241 

18,437 

21,898 (b) 

17,726 (c> 

Net Income Per Share 

2.05 (a) 

1.97 

1.94 

2.26< b > 

1.84 <c) 

Dividends Per Share 

.40 

.40 

.36 

.32 

.23 

Financial Position 

Working Capital 

$ 75,625 

$ 71,471 

$ 77,720 

$ 87,306 

$ 73,441 

Total Assets 

188,191 

172,641 

176,385 

181,275 

157,653 

Long-Term Obligations 

25,274 

26,538 

26,802 

26,129 

22,667 

Shareowners’ Equity 

116,470 

102,557 

105,868 

115,174 

96,074 

General Statistics 

Firm Backlog 

$271,822 

$244,312 

$218,073 

$195,546 

$180,555 

Average Number of Shares Outstanding 

8,364,303 

8,752,569 

9,490,402 

9,671,430 

9,620,874 

Number of Employees at Year-End 

3,130 

3,150 

3,110 

3,050 

2,850 

Number of Shareowners at Year-End 

5,400 

6,100 

5,600 

4,700 

4,700 


(a) The Company’s early adoption of Statement of Financial Accounting Standards 
No. 96, "Accounting for Income Taxes” resulted in a charge to earnings of 
$675,000 or eight cents per share. Excluding this cumulative effect of the 
accounting change, net earnings were $17,791,000, or $2.13 per share. 


(b) Included a gain due to the reversal of prior years’ tax on DISC earnings of 
$4,715,000 or 49 cents per share. 

(c) Included a net gain on real property of $3,283,000, or 34 cents per share. 


Dividends and Stock Prices 


1987 Quarters 


1st 

2nd 

3rd 

4th 

Dividends Per Share (in cents) 


10 

10 

10 

10 

Stock Price (NYSE — Composite Close — in dollars) 

High 

35% 

37 

37% 

38 


Low 

31 

3114 

30% 

19% 

1986 Quarters 


1st 

2nd 

3rd 

4th 

Dividends Per Share (in cents) 


10 

10 

10 

10 

Stock Price (NYSE — Composite Close — in dollars) 

High 

33 

35 

42% 

36% 


Low 

25% 

30% 

33% 

32% 


Sales by Product Line 







1987 

1986 

1985 

1984 

1983 

Systems 

52% 

51% 

56% 

59% 

61% 

Devices 

48% 

49% 

44% 

41% 

39% 















MANAGEMENT'S DISCUSSION AND ANALYSIS 


Financial Condition: The Company’s financial condition was strengthened in 1987 as operations 
continued to generate adequate funds for growth. Working capital increased by $4,154,000 to 
$75,625,000 in 1987, reversing the two-year decline which was attributable primarily to the stock 
repurchase program (see Note 3). The increase was achieved despite the Company’s payment of 
$8,728,000 to the U.S. Government in the fourth quarter related to a pricing dispute on a contract 
(see Note 5). At year end, the Company has commitments for planned equipment purchases totaling 
$2,000,000. Although the Company is planning to finance its growth through internally generated 
funds, external financing is readily available. 


Business: Watkins-Johnson 
Company is a technologically 
oriented company engaged 
primarily in the design, 
development, manufacture, sale 
and service of advanced 
electronic systems, electron 
devices and related equipment 
for military, industrial and space 
applications. The Company’s 
products perform reconnais¬ 
sance, surveillance, communi¬ 
cations, telemetry, semi¬ 
conductor production, 
frequency measurement and 
testing functions. They are used 
in strategic and tactical military 
systems, aboard guided missiles 
and spacecraft and in a wide 
range of government and 
commercial operations requiring 
automatic test, heat processing 
and frequency measurement 
equipment. 


Results of Operations: 

1987 Compared to 1986 

Sales were 3% higher but below expectations due to the delay in 
receipt of some major orders. Cost of sales increased in line with 
sales. Sales and margins should improve in 1988 as backlog was at 
its record high at the end of the year and cost reduction measures 
have been implemented. Research and development expenses 
increased slightly as the Company continued to be very selective in 
funding projects. Interest and other income — net continued to 
decline because average funds available for investment were substan¬ 
tially lower. The 1987 effective tax rate was reduced because of the 
1986 Tax Reform Act but was not significantly affected by the 
adoption of SFAS 96. However, the cumulative effect of the 
accounting change on prior years reduced net income by $675,000 
or 8 cents per share. Excluding the cumulative effect, net income 
increased 3% while net income per share increased 8%. 

1986 Compared to 1985 

Sales grew 10%, but optimal product mix was not achieved. Cost of 
sales increased in line with sales. Selling and administrative expenses 
remained under tight control and were held below planned levels. 

The Company’s commitment to the creation of state-of-the-art 
products is being reflected by the increase in research and 
development expenditures. Due to the Company’s stock repurchase 
program started in 1985, funds available for investment were 
substantially lower. This combined with the decline in interest rates 
caused the decrease in interest and other income — net. The 
effective income tax rate was adjusted for the provisions of the 1986 
Tax Reform Act in addition to the normal year-end adjustments. As 
a result of an internal investigation, a voluntary refund was paid on 
a government contract. The refund relates to certain mischarging of 
direct labor. The Company is anticipating that no further financial 
impact will result from this matter. Due to the above factors, net 
income for the year was down 6% while net income per share was 
up slightly on fewer shares outstanding. 


Sales 


275 


220 


165 


110 


55 

\\\\\ 

83 84 85 86 87 



Backlog 



Net Income 


25 



Net Income Per Share 


2.50 
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Consolidated Balance Sheets 


Watkins-Johnson Company and Subsidiaries 


December 31 



(Dollars in thousands) 

1987 

1986 

Assets 

Current Assets: 




Cash and equivalents 

$ 13,844 

$ 6,584 


Receivables: 




Trade 

51,853 

40,752 


Unbilled contracts 

13,393 

24,420 


Inventories: 




Finished goods 

2,140 

1,975 


Work in process 

30,112 

29,955 


Raw materials and parts 

7,450 

8,000 


Other 

3,280 

3,331 


Total current assets 

122,072 

115,017 


Property, Plant and Equipment: 




Land 

1,981 

1,981 


Buildings and improvements 

22,677 

22,390 


Plant facilities, leased 

17,514 

17,514 


Machinery and equipment 

88,028 

77,611 



130,200 

119,496 


Accumulated depreciation and amortization 

( 77 , 158 ) 

(67,118) 


Property, plant and equipment — net 

53,042 

52,378 


Other Assets: 




Notes receivable 

2,812 

2,972 


Claims receivable 

8,728 



Deferred income taxes 

1,537 

2,274 


Total other assets 

13,077 

5,246 



$ 188,191 

$172,641 

Liabilities and 

Current Liabilities: 



Shareowners’ 

Notes payable 

$ 556 

$ 345 

Equity 

Accounts payable 

10,869 

10,209 


Advances on contracts 

Income taxes 

Payroll and profit sharing 

Guarantee under terminated contract 

Other 

8,447 

1,867 

15,476 

1,875 

7,357 

8,924 

1,889 

16,004 

1,875 

4,300 

Total current liabilities 

46,447 

43,546 

Long-term Obligations 

25,274 

26,538 

Shareowners’ Equity: 

Preferred stock, $1.00 par value — authorized 
and unissued, 500,000 shares 

Common stock, no par value — authorized, 

45,000,000 shares; outstanding: 1987, 

8,366,994 shares; 1986, 8,339,344 shares 

7,715 

7,263 

Retained earnings 

108,755 

95,294 

Total shareowners’ equity 

116,470 

102,557 


$ 188,191 

$172,641 


See notes to consolidated financial statements. 


















Consolidated Statements of Income 





Year ended December 31 

(Dollars in thousands, except per share amounts) 

1987 

1986 

1985 

Sales 

$ 264,251 

$255,382 

$232,587 

Costs and expenses: 




Cost of goods sold 

166,576 

161,811 

146,677 

Selling and administrative 

50,204 

46,412 

41,261 

Research and development 

16,947 

16,267 

14,901 


233,727 

224,490 

202,839 

Income from operations 

30,524 

30,892 

29,748 

Other income (expense): 




Interest and other income — net 

246 

1,138 

2,929 

Interest expense 

( 2 , 029 ) 

(2,049) 

(2,110) 

Income before Federal and foreign income taxes 

28,741 

29,981 

30,567 

Federal and foreign income taxes 

( 10 , 950 ) 

(12,740) 

(12,130) 

Cumulative effect of accounting change 

( 675 ) 



Net income 

$ 17,116 

$ 17,241 

$ 18,437 

Net income per share 

$ 2.05 

$1.97 

$1.94 


See notes to consolidated financial statements. 


Consolidated Statements of Shareowners* Equity 


Total 



Common Stock 


Retained 

Shareowners* 

(Dollars in thousands) 

Shares 

Dollars 

Earnings 

Equity 

Balance, January 1, 1985 

9,697,933 

$ 9,427 

$105,747 

$115,174 

Net income for 1985 



18,437 

18,437 

Repurchase of common stock 

(1,000,000) 

(1,903) 

(22,845) 

(24,748) 

Cash dividends — $.36 per share 



(3,406) 

(3,406) 

Sales under employee stock 





option plan 

66,598 

411 


411 

Balance, December 31, 1985 

8,764,531 

7,935 

97,933 

105,868 

Net income for 1986 



17,241 

17,241 

Repurchase of common stock 

(500,000) 

(1,232) 

(16,380) 

(17,612) 

Cash dividends — $.40 per share 



(3,500) 

(3,500) 

Sales under employee stock 





option plan 

74,813 

560 


560 

Balance, December 31, 1986 

8,339,344 

7,263 

95,294 

102,557 

Net income for 1987 



17,116 

17,116 

Repurchase of common stock 

(13,100) 

(22) 

(309) 

(331) 

Cash dividends — $.40 per share 



(3,346) 

(3,346) 

Sales under employee stock 





option plan 

40,750 

474 


474 

Balance, December 31, 1987 

8,366,994 

$ 7,715 

$108,755 

$116,470 


See notes to consolidated financial statements. 
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Consolidated Statements of Cash Flows 





Year ended December 31 

(Dollars in thousands) 

1987 

1986 

1985 

Operating activities: 




Net income 

$ 17,116 

$ 17,241 

$ 18,437 

Adjustments to reconcile net income to 




net cash provided by operating activities: 




Depreciation and amortization 

11,582 

10,315 

9,125 

Deferred compensation 

491 

1,287 

1,276 

Cumulative effect of accounting change 

675 



Net effect of changes in: 




Receivables 

( 74 ) 

(1,195) 

(7,659) 

Inventories 

228 

(4,786) 

(825) 

Claims receivable 

( 8 , 728 ) 



Other assets 

128 

(311) 

(292) 

Accruals and payables 

1,251 

2,867 

2,628 

Advances on contracts 

( 477 ) 

(3,862) 

1,504 

Income taxes and interest payable 

( 19 ) 

(238) 

(104) 

Net cash provided by operating activities 

22,173 

21,318 

24,090 

Investing activities: 




Additions of property, plant and equipment 

( 12 , 320 ) 

(13,629) 

(10,062) 

Other 

221 

181 

181 

Net cash used in investing activities: 

( 12 , 099 ) 

(13,448) 

(9,881) 

Financing activities: 




Net borrowings (repayments) under lines of credit 

211 

115 

(358) 

Payments on long-term obligations 

( 659 ) 

(603) 

(529) 

Proceeds from issuance of common stock 

474 

560 

411 

Repurchase of common stock 

( 331 ) 

(17,612) 

(24,748) 

Dividends paid 

( 2 , 509 ) 

(3,500) 

(3,406) 

Net cash used in financing activities 

( 2 , 814 ) 

(21,040) 

(28,630) 

Net increase (decrease) in cash and equivalents 

7,260 

(13,170) 

(14,421) 

Cash and equivalents at beginning of year 

6,584 

19,754 

34,175 

Cash and equivalents at end of year 

$ 13,844 

$ 6,584 

$ 19,754 


See notes to consolidated financial statements. 










Notes to Consolidated Financial Statements 


1. Significant 

Accounting 

Policies 

1 Principles of Consolidation — The consolidated financial statements include those of the Company and its 

wholly owned subsidiaries after elimination of intercompany balances and transactions. 

.. Cash Equivalents — Cash equivalents consist principally of interest bearing U.S. Treasury bills with maturity 

periods of ninety days or less from the date of acquisition. The Treasury bills are valued at cost and accrued interest 

which approximates market value. 

■ Receivables — Unbilled contracts receivables are recorded when sales are recognized for long-term contracts 

under the percentage-of-completion method. Reductions in these receivables occur when invoices for products 
shipped or progress billings are rendered. Receivables representing retainage and amounts expected to be collected 

after one year are not material. 

— Inventories — Inventories are stated at the lower of cost, using first-in, first-out and average-cost basis, or 

market. Cost of inventory items is based on purchase and production cost; market is not in excess of net realizable 

value. 

- Property, Plant and Equipment — Property, plant and equipment are stated at cost. Leases which at inception 

assure the lessor full recovery of the fair market value of the property over the lease term are capitalized. Provision 
for depreciation and amortization is primarily based on the sum-of-the-years’-digits and declining-balance methods. 

— Sales Recognition on Long-Term Contracts — Sales are primarily recorded based on the percentage-of- 

completion method. 

— Income Taxes — In December 1987 the Company adopted, retroactive to January 1, 1987, the provisions of 

Statement of Financial Accounting Standards No. 96, "Accounting for Income Taxes” (SFAS 96) (see Note 4). The 

consolidated statements of income continued to include provisions for deferred income taxes for transactions that 
are reported in one period for financial accounting purposes and in another period for income tax purposes. 
However, as required by SFAS 96, deferred taxes are provided using the "liability” method rather than the 
"deferred” method used prior to 1987. Federal income tax expense is reduced by the investment and research and 
development tax credit in the year in which the credits are generated. State and local income taxes are included in 

selling and administrative expenses. 

■■ ■ Net Income Per Share — Net income per share is computed using the weighted average number of common 
shares outstanding during the year. The computation excludes outstanding stock options as their dilutive effect is 

not material. 

2. Long-Term 

Obligations and 

Lines of Credit 

Mortgage — The San Jose, California plant, which cost $9,600,000, is pledged as security on a mortgage 
bearing 834% interest. The annual payments totaling $710,000 continue into the year 2003 and are payable in 
monthly installments. At December 31, 1987 and 1986, the balances were $6,001,000 and $6,178,000. The current 
portions of these balances, $193,000 and $177,000, were included in current liabilities. 

— Industrial Revenue Bonds — The Raleigh, North Carolina plant, which cost $3,200,000, is pledged as security 

on industrial revenue bonds, in the form of a first deed of trust. Annual principal payments of $315,000 begin in 

1988 and continue through 1996. The first installment has been classified to current liabilities at December 31, 

1987. Interest rate varies quarterly based on a percentage of the rate applicable to 90-day Treasury bills. The average 

interest rates for 1987 and 1986 were 5.0% and 4.5%. At December 31, 1987 and 1986, the long-term balances were 

$2,520,000 and $2,835,000. 


is 




2. Long-Term 
Obligations and 
Lines of Credit 

(Continued) 


Watkins'Johnson Company and Subsidiaries 


— Leases — Certain long-term leases for plant facilities are treated as capital leases for financial statement 
purposes. The leases expire during the years 1994 to 2006, however renewal options provide for lease extensions 
ranging from twenty-four to thirty-five years at revised rental terms. The Company also has noncancellable 
operating leases for plant facilities and equipment expiring through 1991. The leases may be renewed for various 
periods after the initial term. Payment obligations under these capitalized and operating leases as of December 31, 
1987 are as follows: 


Capital Operating 

(in thousands) Leases Leases 


Lease payments: 


* 


1988 


$ 1,725 

$ 975 

1989 


1,725 

667 

1990 


1,725 

395 

1991 


1,725 

45 

1992 


1,725 


Remaining years 


20,325 


Total 


28,950 

$2,082 

Imputed interest 


(15,451) 


Present value of lease payments (current portion, $528) 


$13,499 


Rent expense for property and equipment relating to operating leases is as follows: 



(in thousands) 

1987 

1986 

1985 

Real property 

$1,165 

$ 912 

$ 512 

Equipment 

1,145 

1,064 

904 

Total 

$2,310 

$1,976 

$1,416 

Financing for a leased facility was provided by the Company. Included in 

Other Assets — 

Notes Receivable 

is the 


noncurrent portion of a 7Vi% deed of trust note of $2,812,000 and $2,972,000 at December 31, 1987 and 1986. 
Monthly installments are collectible through the year 1999. 

— Deferred Compensation — The Company has deferred compensation plans covering selected members of 
management and key technical employees. The long-term portions of the liability under these plans as of 
December 31, 1987 and 1986 were $3,975,000 and $4,202,000. The current portions included in current liabilities 
were $1,610,000 and $893,000, respectively. 

— Lines of Credit — The Company has arranged with certain banks to provide unsecured revolving lines of 
credit totaling $31,000,000. These agreements are generally renegotiated on an annual basis. Interest is determined 
by the type of facility utilized under the agreements and ranged between 7% and 8% during 1987. Compensating 
balance requirements and fees are immaterial. At December 31, 1987, the lines of credit were substantially unused. 
















3. Shareoumers’ 


Equity 


A stock repurchase program was started in 1985. The Company repurchased and retired 1,000,000 shares in 
1985 and 500,000 shares in 1986. The cost of the shares including commissions were $24,748,000 and $17,612,000, 
respectively. On January 26, 1987, the Board of Directors authorized the repurchase of 500,000 additional shares. 
During 1987, 13,100 shares were repurchased for $331,000. 

In 1986 the Company distributed a dividend of one Common Share Purchase Right on each outstanding share 
of common stock. The Rights will expire on October 20, 1996, and may be redeemed by the Company for $.01 per 
Right at any time prior to 15 days after an entity acquires 20% or more of the Company’s common stock. Initially, 
the Rights are not exercisable. The events which trigger exercisability of the Rights are when an entity acquires 20% 
or more of the Company’s outstanding common stock, or announces an offer which would result in such entity 
acquiring 30% or more of the Company’s common stock. When the Rights become exercisable, they may trade 
separately from the common stock and entitle a holder to buy one share of the Company’s common stock for $160. 
If the Company is involved in a merger or other business combination, each Right will entitle its holder to buy a 
number of shares of common stock of the surviving company having a market value of twice the $160 exercise 
price. The Rights also provide for protection against selTdealing transactions by a controlling shareowner. 

The 1976 Employee Stock Option Plan provides for future grants to certain key employees and officers. The 
options are granted at the market price on date of grant and are exercisable cumulatively as to one-third the number 
of shares in each of the third, fourth and fifth succeeding years, and they expire at the tenth anniversary date. In 
1984, amendments were approved which extended the expiration date of the Plan to December 31, 1996, and allow 
stock'for-stock payment for option shares. Shares issued, as shown in the Consolidated Statement of Shareowners’ 
Equity, are net of retirement of shares used in payment for option shares. In 1986, shareowners approved an 
additional 1,000,000 shares that may be issued under the Plan. The Plan was further amended in 1987 to adopt 
certain provisions of the 1986 Tax Reform Act. A summary of stock option transactions follows: 


1987 

Shares 

Price 

Granted 

173,300 

$31.88 to $36.75 

Exercised 

51,581 

$ 7.25 to $26.33 

Terminated 

24,734 


Outstanding at December 31 

648,666 

$ 6.79 to $36.75 

Reserved for future grants at December 31 

856,551 


1986 

Shares 

Price 

Granted 

46,800 

$27.25 to $36.50 

Exercised 

89,019 

$ 7.25 to $26.33 

Terminated 

24,101 


Outstanding at December 31 

551,681 

$ 6.79 to $36.50 

Reserved for future grants at December 31 

1,005,117 



17 





Watkins-Johnson Company and Subsidiaries 


4. Income 
Taxes 


— In 1987 the Company adopted the provisions of Statement of Financial Accounting Standards No, 96, 
"Accounting for Income Taxes" (SFAS 96). The cumulative effect on prior years of this accounting change reduced 
net income by $675,000 or 8 cents per share. The 1987 first-quarter results were restated for this charge. 

Except for the cumulative effect, adoption of SFAS 96 did not significantly affect the 1987 income tax provision or 
net income. As permitted by SFAS 96, the income tax provisions for 1985 and 1986 have not been restated. 

The components of the Federal and foreign income taxes are as follows: 


(in thousands) 

1987 

1986 

1985 

Current: 




Federal 

$10,913 

$12,784 

$11,900 

Foreign 

37 

55 

297 

Total 

10,950 

12,839 

12,197 

Deferred: 




Depreciation 

503 

560 

500 

Capitalized leases 

(3) 

(8) 

(39) 

State franchise tax 

124 

(34) 

(32) 

Deferred compensation 

(133) 

(546) 

(544) 

Uniform capitalization 

(420) 



Other 

(71) 

(71) 

48 

Total 

$10,950 

$12,740 

$12,130 

The differences between the effective income tax rate and the statutory Federal income tax rate are as follows: 


1987 

1986 

1985 

Statutory Federal tax rate 

40.0% 

46.0% 

46.0% 

Reductions in taxes due to: 




Investment tax credit 


(0.8) 

(2.5) 

Foreign sales corporation exemption 

(1.7) 

(1.5) 

(1.9) 

Research credit 

(0.7) 

(0.8) 

(1.5) 

Other 

0.5 

(0.4) 

(0.4) 

Effective income tax rate 

38.1% 

42.5% 

39.7% 

Income before tax for domestic and foreign operations is as follows: 




(in thousands) 

1987 

1986 

1985 

Domestic 

$28,218 

$29,970 

$29,875 

Foreign 

523 

11 

692 

Total 

$28,741 

$29,981 

$30,567 


Domestic state and local income taxes included in selling and administrative expenses totaled $2,368,000 in 1987, 
$2,700,000 in 1986 and $2,385,000 in 1985. 


IS 


















5. Contingencies 


6. Business 
Segment 
Reporting 


—— A suit against the government of Iran was filed in 1979 in the United States District Court seeking damages 
incurred by the Company for breach of contract. In 1981 the United States government agreed with the government 
of Iran that such claims would be resolved by an IranTJ.S. Claims Tribunal. The District Court’s subsequent stay of 
proceedings in the above case remains in effect pending the outcome of arbitration. The Company filed its 
arbitration claims and the government of Iran filed counterclaims seeking payment for both specified and 
unspecified alleged damages. The Company remains contingently liable under a letter of credit for $1,875,000, 
which is shown as Guarantee under Terminated Contract in the financial statements. The final arbitration hearing 
has been set for January 1988. 

In connection with a U.S. government contract, the Defense Contract Audit Agency (DCAA) alleged that the 
Company provided inaccurate cost data during a contract negotiation and recommended a defective price 
adjustment against the Company. The Contracting Officer of the government agency involved subsequently 
accepted DCAA’s allegations and in June 1987 demanded payment for an adjustment of $8,472,000 plus accrued 
interest. Applicable law permits government agencies to collect sums claimed due as adjustments to contracts, 
pending review by the Court of Claims or the Armed Services Board of Contract Appeals (ASBCA). The Company 
paid the government $8,728,000 including interest in November 1987 and filed a complaint with the ASBCA 
seeking a trial de novo on the Contracting Officer’s decision. The Company believes the DCAA’s price adjustments 
were without merit and intends to pursue its appeal vigorously. In Company counsel’s opinion, the Company has 
legal and factual defenses to the government’s claims and should be able to recover substantially all of the amount 
paid to the government. Accordingly, this amount is shown as Claims Receivable in the financial statements. 

Although the final outcome of the above claims and other issues arising in the ordinary course of business 
cannot be determined with certainty, the Company believes that the final resolution of these matters will not have 
any material effect on its consolidated financial position. 


— The Company operates primarily in one industry: the design, development, manufacture, sale and service of 
advanced electronic systems and devices for military, industrial and space applications. The majority of the 
Company’s sales are made to government agencies and to customers also engaged in national defense. Direct sales to 
United States government agencies totaled $79,900,000 in 1987, $78,500,000 in 1986, and $66,400,000 in 1985. 
Sales by geographic area are as follows: 


(in thousands) 

1987 

1986 

1985 

United States 

$212,900 

$219,100 

$189,700 

Export sales: 




Europe 

17,900 

8,800 

10,500 

Middle East 

3,600 

4,600 

4,700 

Far East 

17,800 

11,000 

15,000 

Other 

2,300 

1,800 

2,400 

European foreign operations 

9,800 

10,100 

10,300 

Total 

$264,300 

$255,400 

$232,600 


Foreign operations’ assets are less than ten percent of consolidated assets. 
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7. Profit 
Sharing 
Plan 

8. Consolidated 
Statements of 
Cash Flows 


9. Quarterly 
Financial 
Data — 
Unaudited 


—— The WatkinS'Johnson Employees’ Profit Sharing Investment Plan conforms to the requirements of ERISA and 
is considered a defined contribution pension plan. The Plan covers substantially all employees and provides that the 
Company’s contribution equal 9% of the net pretax earnings and be funded each year. The amount of Plan costs 
charged to income was $2,861,000 in 1987, $3,214,000 in 1986, and $3,151,000 in 1985. 


— The Company’s Consolidated Statements of Cash Flows were prepared in conformity with Statement of 
Financial Accounting Standards No. 95, "Statement of Cash Flows which was issued in November 1987. To 
enhance comparability between the years, 1985 and 1986 were restated accordingly. Cash payments for income 
taxes and interest expense are as follows: 


(in thousands) 


1987 

1986 

1985 

Income taxes 


$13,301 

$15,262 

$14,515 

Interest expense 


2,027 

2,088 

2,073 

Total 


$15,328 

$17,350 

$16,588 


Unaudited quarterly financial data are as follows: 





(in thousands, except per share amounts) 



Year Ended December 31 

1987 Quarters 

1st 

2nd 

3rd 

4th 

Sales 

$66,132 

$62,412 

$66,083 

$69,624 

Gross profit 

24,780 

23,164 

24,027 

25,704 

Net income 

4,005 

3,768 

4,492 

4,851 

Net income per share 

$.48 

$.45 

$.54 

$.58 

1986 Quarters 

1st 

2nd 

3rd 

4th 

Sales 

$58,783 

$68,891 

$63,184 

$64,524 

Gross profit 

22,408 

25,222 

22,876 

23,065 

Net income 

4,588 

4,749 

4,343 

3,561 

Net income per share 

$.52 

$.54 

$.50 

$.41 


The first quarter of 1987 includes a charge of $675,000 or 8 cents per share due to the cumulative effect of an 
accounting change (see Note 4). 




























Report of Management 


The financial statements of Watkins-Johnson 
Company and consolidated subsidiaries were prepared by 
management, which is responsible for their integrity and 
objectivity. The statements were prepared in conformity with 
generally accepted accounting principles and, as such, include 
amounts that are based on the best judgments of management. 

The system of internal controls of the Company is 
designed to provide reasonable assurance that assets are 
safeguarded and that transactions are executed in accordance with 
management’s authorization and are reported properly. Perhaps 
the most important safeguard for shareowners in this system is 
that the Company has long emphasized the selection, training and 
development of professional accounting managers to implement 
and oversee the proper application of its internal controls and the 
reporting of management’s stewardship of corporate assets and 
maintenance of accounts in conformity with generally accepted 
accounting principles. 

Deloitte Haskins <Sl Sells, independent public 
accountants, are retained to provide an objective, independent 
review as to management’s discharge of its responsibilities insofar 
as they relate to the fairness of reported operating results and 
nnancial position. They obtain and maintain an understanding of 
rhe Company’s accounting and financial controls, and conduct 


such tests and related procedures as they deem necessary to arrive 
at an opinion on the fairness of the financial statements. 

The Audit Committee of the Board of Directors, 
composed solely of Directors from outside the Company, meets 
periodically, separately and jointly, with the independent public 
accountants and representatives of management to review the 
work of each. The functions of the Audit Committee include 
recommending the engagement of the independent public 
accountants, reviewing the scope and results of the audit and 
reviewing management’s evaluation of the system of internal 
controls. 

W. Keith Kennedy 

President and Chief Executive Officer 

CJ 4 

Carl L. Avelar 

Vice President and Controller 


Opinion of Independent Public Accountants 

The Shareowners and 
Board of Directors of 
Watkins-Johnson Company: 

We have examined the consolidated balance sheets of Watkins-Johnson Company and subsidiaries as of December 31, 1987 
and 1986 and the related consolidated statements of income, shareowners’ equity and cash flows for each of the three years in the period 
ended December 31, 1987. Our examinations were made in accordance with generally accepted auditing standards and, accordingly, 
included such tests of the accounting records and such other auditing procedures as we considered necessary in the circumstances. 

In our opinion, such financial statements present fairly the financial position of the companies at December 31, 1987 and 
1986 and the results of their operations and the cash flows for each of the three years in the period ended December 31, 1987, in 
conformity with generally accepted accounting principles consistently applied during the period except for the change, with which 
we concur, in 1987 in the method of accounting for income taxes as described in Note 4 to the financial statements. 

San Francisco, California 
February 5, 1988 
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